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THE ORGANIZATION OF THE FEDERAL RESERVE 

BANKS * 

O. M. W. SPRAGUE 
Edmund Cogswell Converse Professor of Banking and Finance, Harvard University 

COMPETENT management is one thing absolutely in- 
dispensable if our banking system is to be bettered by 
means of the new machinery for which provision is 
made in the Glass-Owen bill. A new class of banks is to be 
established having large powers to extend credit in the form 
of notes as well as in that of deposits. Upon these institu- 
tions is to be placed the heavy responsibility of safeguarding 
the entire credit structure of the country. To accomplish this, 
they must always keep themselves in strong condition, so as to 
be able at any time to relieve financial strain by supplying 
additional credit. They must also so handle their affairs as 
to be able to secure additional resources or at least check the 
depletion of such resources as they may possess. To accom- 
plish this last result, they must be able to make their rates of 
discount effective. This cannot be accomplished unless they 
are able to exert some restraining influence over other dis- 
pensers of credit. Such restraining power is also requisite to 
lessen the dangerous tendency toward over-expansion of credit 
which may manifest itself when the other banks have these 
institutions to fall back upon in emergencies. The problems 
which will have to be solved by the management of the federal 
reserve banks are novel and in many respects distinctly un- 
like those with which our bankers have familiar experience. 
It is of course true that the particular kind of mechanism 
to be established, the power of the management and the legis- 
lative restrictions designed to prevent unwise action are all 
important, but they are of secondary significance compared 
with the character of the management. Competent men can 

1 Read at the meeting of the Academy of Political Science, October 14, 1913. 
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get results working with very imperfect means; unwise man- 
agement will wreck the most highly developed organization. 
No legislative restrictions can do much here. Indeed, in seek- 
ing to prevent mistakes they are pretty certain unduly to 
hamper the management in the exercise of a wise policy. 

Notwithstanding the widely different powers and organiza- 
tion of the various European central banks and the widely 
different economic conditions in the various countries in which 
they are established, these banks all seem to work well. This 
is due primarily to the character of their management and to 
the experience which has been acquired and the precedents 
which have been established in the past. After a generation 
of experience, or even ten years, it will be a far simpler matter 
than at the outset to handle the federal reserve banks. At 
the beginning, until complete confidence in them has been 
gained and until wise precedents are established, the char- 
acter of management is above everything else of supreme im- 
portance. It is, therefore, clearly most vital that the legisla- 
tion regarding the selection of the management of the federal 
reserve banks should be framed in such a way as to give every 
possible certainty that it shall be placed in competent hands. 
But legislation regarding organization cannot be framed with 
this end solely in view. 

Writing some four years ago, I said : 

The present juncture is an unfavorable moment for the establish- 
ment of a central bank, because men having the experience required 
for its management can hardly be found outside the circles of those 
who, as a class, have been the subject of widespread and exaggerated 
doubt and discredit. It is to be feared, especially if the bank is to 
be one of imposing magnitude, that in order to allay alarm, the de- 
tails of organization would be prescribed and the powers of the man- 
agement restricted in ways which might seriously impair its use- 
fulness. 1 

This feeling of distrust is vastly stronger now than it was in 
1908, and it has inevitably found expression in the Glass- 
Owen bill. Men with wide banking and business experience 

1 Banking Reform in the United States, p. 14. 
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must be selected to manage the federal reserve banks, but 
they must be selected in such a way that the mass of people 
will have confidence in their fairness and in the disinterested- 
ness of their motives and policy. Even those who are con- 
vinced that a wiser and more capable management would be 
secured through arrangements such as those in the bill of the 
National Monetary Commission must realize that in the pres- 
ent state of public opinion, whether rightly or wrongly, large 
numbers of people would not have confidence in a board thus 
chosen. Provision must be made for a very considerable share 
of governmental influence in selecting the management of any 
institution such as that proposed in the bill of the National 
Monetary Commission or in the Glass-Owen bill. Otherwise 
there is little likelihood of legislation and even less likelihood 
of securing and maintaining that public confidence which is 
indispensable. If competent management cannot be secured 
by arrangements providing for a large measure of govern- 
mental control, then legislation of the sort which is being con- 
sidered here to-day should not be attempted. 

The arrangements in the Glass-Owen bill for selecting the 
management are simple, but the number of boards and the 
division of powers between them makes it most difficult to 
determine what their respective duties and influence will be 
in practise and even more difficult to forecast the quality of 
the boards themselves. 

Each federal reserve bank is to have a board of nine direc- 
tors, six of whom are to be chosen by the member banks, the 
remaining three by the Federal Reserve Board. The Federal 
Reserve Board is also to have the power to remove at any time 
three of the directors chosen by the banks — the three who, 
according to the bill, are fairly to represent agricultural, 
manufacturing and commercial interests, if in its judgment 
they do not fairly represent those interests. This power of 
removal at any time thus lodged with the Federal Reserve 
Board is objectionable in principle and indefensible from any 
point of view. If the three directors who are fairly to rep- 
resent the various interests mentioned above do not so repre- 
sent them, this should be evident at the time of their election. 
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Their appointment might well be made subject to the consent 
of the Federal Reserve Board, following in this respect the 
constitutional requirement of confirmation by the Senate of 
appointments of federal officials. In any event, the Federal 
Reserve Board can only by the exercise of its power of re- 
moval make it necessary for the member banks to select 
successors. The majority of the board of each federal reserve 
bank, therefore, remains definitely the choice of the banks. 
Entirely harmonious action by the boards of these banks 
might at times be lacking, because of the presence of the three 
governmental directors. The three could not, however, con- 
trol the policy of any regional bank. 

These boards of directors of the regional banks will be 
the most important part of the entire organization. All the 
loans of the regional banks are to be made by the boards of 
those banks. All rates of discount are in the first instance to 
be fixed by them and, though subject to review by the Federal 
Reserve Board, the decision of the regional boards in this 
matter is reasonably certain to be accepted in all ordinary 
cases. There is absolutely no possibility of loss of the funds 
entrusted to the regional banks by member banks and by the 
government, except from unsound banking by these boards, 
a majority of whose members are chosen by the member 
banks. Nothing that the Federal Reserve Board can do can 
by any possibility endanger the assets of a regional bank, 
unless the regional board concurs with the Federal Reserve 
Board; and there is no means of compelling such concur- 
rence. The Federal Reserve Board is given large powers of 
restraint over the regional banks, but practically no power 
over the disposition which shall be made of their resources. 
The Federal Reserve Board may, for example, refuse to 
grant the request of the regional board for bank notes; but 
this will not endanger the assets of the bank; it will simply 
lessen its power to expand its operations. The Federal Re- 
serve Board might, it is true, insist upon a lower rate of dis- 
count than was deemed wise by the directors of a given re- 
gional bank, but this could not endanger assets since the re- 
gional board would still determine the amount of the accommo- 
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dation which it might safely grant to member banks at this 
enforced low rate. The Federal Reserve Board may require 
one regional bank to lend to another, but only by a unanimous 
vote of its members, at least five of the seven being present, 
and at a rate at least one per cent higher than that prevailing 
with the borrower or the lending bank. Under these restric- 
tions, compulsory inter-regional loans are most unlikely at 
any time, and in any case the board of the lending regional 
bank would have the right and duty of passing upon the 
security offered by its borrowing neighbor. 

There would seem to be only one means by which the 
Federal Reserve Board might be able to exercise pressure 
upon a conservatively managed regional reserve bank. It 
might threaten to withdraw from it its share of government 
deposits. This is, however, a means of compulsion altogether 
unlikely to be resorted to. It is a power which has always 
been possessed since the establishment of the national banking 
system by the Secretary of the Treasury, but it has never been 
used. Remote possibilities of this sort should not excite alarm 
and do not require serious and detailed consideration. 

With the change already suggested regarding directors 
representing commercial interests, the provisions in the Glass- 
Owen Bill seem admirably adapted for securing wise and 
competent management of the regional banks, and they insure 
a sufficient measure of government representation to give con- 
fidence among those people who are distrustful of banks and 
bankers. It should, however, be noted in this connection that, 
if the number of regional banks were somewhat smaller than 
the twelve for which the bill makes provision, there would be 
rather more certainty that the boards of the regional banks 
would be made up of men of wide experience and conservative 
tendencies. The time at my disposal, however, does not per- 
mit detailed consideration of this suggestion. 

If the regional banks are well handled, they will husband 
their resources in ordinary times and will need to apply but 
seldom to the Federal Reserve Board for notes. The Federal 
Reserve Board will probably then have comparatively little 
to do. It will be an active force only if it should prove 
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necessary to restrain excessive expansion by the regional 
banks. To exercise a restraining influence over the regional 
banks is the primary function of the Federal Reserve Board 
and it should be clearly recognized that it is only in this di- 
rection that any considerable amount of power has been 
lodged with it. The large number of people who have be- 
come alarmed over the possible consequence of an unwise 
or incompetent Federal Reserve Board have in general totally 
misconceived the nature both of its functions and of its powers. 
It may fail to exercise much-needed restraint over the re- 
gional banks but, if that is needed, it will be owing to the 
selection of incompetent regional boards by the banks them- 
selves. I repeat once more — if the regional banks, a majority 
of whose boards are chosen by member banks, are being 
wisely handled, it does not much matter what the character 
of the Federal Reserve Board may happen to be. The proper 
and only test to which the method of selecting the Federal 
Reserve Board itself should be subjected therefore, is this: 
Is this board, in part made up of officials chosen for other 
functions, entirely constituted by the President and a ma- 
jority of it reconstituted at the beginning of every presiden- 
tial term — is such a board likely to exercise that conserving 
and restraining influence which will be needed if regional 
banks themselves are being unwisely handled? 

Looking toward the probabilities of the situation from the 
point of view which I have taken, it seems to me that the 
method of selecting the Federal Reserve Board is not entirely 
satisfactory. No board, however selected, should from time 
to time be subject to so great a change as is involved by the 
appointment of a majority of new men at one time. The 
board also has an unduly large proportion of government 
officials selected for other reasons. These objections to the 
provisions in the bill regarding the board do not touch the 
burning question or whether it should be appointed entirely 
by the President. It has been urged that the banks should 
be allowed to choose a minority of the members of the board. 
Personally I should be glad to see that concession made to 
banking opinion and believe that it would strengthen the 
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board, because the distinguished bankers who would doubtless 
be selected would be pretty certain to possess the necessary 
ability and experience — and what is of even more importance, 
would make the board a more conservative body than might 
otherwise prove to be the case. I do not, however, regard 
a change of this nature in the bill as vital; and further, it 
seems to be one which is beyond the range of practical possi- 
bilities. In all directions there is to be noted a strong drift 
of public sentiment toward public control, wherever large 
powers are exercised in the economic world. I question 
whether complete confidence and freedom from political at- 
tack could be secured for an institution lacking this feature 
of complete government control of the Federal Reserve Board. 
If the board acts wisely, that is all bankers require. This is 
not enough, however, to give that general confidence among 
the people which would free the system from the danger of 
persistent political attack. 

It may reasonably be presumed that the boards of the federal 
reserve banks will be more conservative bodies than the 
Federal Board itself, because a majority of their membership 
will be selected by bankers, and because they will be directly 
responsible for the funds deposited with the regional banks 
by the government and by member banks. The Federal Re- 
serve Board will be more susceptible to general public opinion, 
to which such valuable banking qualities as caution and con- 
servatism do not make a strong appeal. On the other hand, 
the weight of responsibility resting upon the board may be 
expected to have not a little salutary restraining influence, 
especially if the bill is so changed that a majority of new 
members will never be appointed at any one time. Additional 
influence of conservative tendency upon the Federal Reserve 
Board may be exerted through another part of the proposed 
organization, the advisory council. This council, it must be 
admitted, does not promise to be a very efficient body if the 
provisions in the bill regarding it are not materially changed. 
Each federal bank board is to select a member representing 
its district to serve on the council. So far, the proposal seems 
entirely satisfactory, judged from the point of view taken in 
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this paper. It can hardly fail to be a body of conservative 
and experienced men. The council is to meet at stated inter- 
vals, four times a year, and may be called in special session 
by the Federal Reserve Board. The council may call for 
information from the board and formulate suggestions, and 
there its powers and duties end. It has no means of keeping 
in continuous touch with the Federal Reserve Board, and can- 
not assemble at the volition of its members, however desirable 
that might seem to be. It has no means of securing informa- 
tion except by formal application. Even with these very re- 
stricted powers and duties, the council might prove exceed- 
ingly helpful to the Federal Reserve Board, which can hardly 
fail to feel the limitations upon its knowledge of business and 
credit conditions throughout the entire country. The im- 
portance of the council can, however, be vastly increased with- 
out lessening the powers of the Federal Reserve Board, or 
going counter to the principles embodied in the measure. 

In a paper on the bill of the National Monetary Commission, 
commenting upon the complete control of the National Re- 
serve Association by bankers, I said : 

There seems to be a general tendency to attach undue importance to 
the question of the organization of the proposed bank; limited al- 
most entirely to advances upon commercial paper, and working 
always very much in the public eye, there is little likelihood that 
under any form of organization its resources would be used for selfish 
purposes whether individual or sectional. 1 

The danger of selfish or sectional use of the funds of the 
regional banks is clearly reduced to a minimum under the 
form of organization proposed in the Glass-Owen bill. The 
danger is that these resources will not be used with caution 
and restraint. For this reason, I strongly believe that the 
advisory council should be made a more effective part of the 
organization. Its chairman, or in his absence its vice- 
chairman, should have the right to sit on the Federal Reserve 
Board, but without a vote. He would thus secure intimate 
knowledge of the grounds for the policies adopted by the 

1 American Economic Review, 1911, p. 263. 
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board, and if he possessed the added power of calling the 
council together at any time, that body would be able to 
make suggestions and formulate criticisms in season to be 
effective and of practical value. 

This plan for a more effective advisory council is not based 
upon distrust of the intentions or character of the men who may 
be appointed to the Federal Reserve Board. It is urged in 
the belief that it will tend to make more effective conserva- 
tive influence in the management of the federal reserve 
banking system, the vital necessity of which has been em- 
phasized throughout this paper. This fear that the manage- 
ment may not, at least until after the consequences of its ab- 
sence manifest themselves, exhibit sufficient caution and re- 
straint in using their vast powers to extend credit, is not 
imaginary or fanciful. It is the inevitable conclusion which 
one must reach from an examination of many of the reasons 
which have been brought forward during the last few years 
to secure popular support for the method of banking reform 
exemplified both in the bill of the National Monetary Com- 
mission and in the Glass-Owen bill. Although I may seem 
to be going somewhat beyond the proper limits of my subject, 
I hope I may be pardoned if I indicate some few of the un- 
founded hopes which have been raised in the minds of the 
people during the discussion of the last few years — hopes 
which will make much trouble for those who may be entrusted 
with responsibility for the successful operation of the federal 
reserve banks. 

The bill of the National Monetary Commission contained a 
provision requiring the National Reserve Association to dis- 
count at a uniform rate through the country. This require- 
ment was contrary to sound banking principles and altogether 
impracticable in a country in which such diverse financial and 
economic conditions coexist as in the United States. It is 
one of the most satisfactory results of the regional bank plan 
that this uniform rate ceases to be even politically necessary. 

In urging the merits of both the, Glass-Owen bill and 
that of the monetary commission, large claims which cannot 
possibly be realized have been made to the effect that if the 
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bill were enacted, rates for loans would be materially reduced 
and borrowers would secure largely increased accommoda- 
tion. One well-known and enthusiastic advocate of the Glass- 
Owen bill, whose knowledge of law it is to be hoped is more 
profound than his understanding of banking principles, has 
been endeavoring to convince the public that the banks would 
borrow back the entire amount of their subscription to the 
capital of the federal reserve banks at the ridiculously low 
rate of two per cent, thus netting three per cent by this trick 
of legerdemain. Further, it is assumed by this plausible 
adherent of the measure that the banks will of course at once 
rediscount to the extent of two-thirds of their deposited re- 
serves and of the government balances and at about the same 
rates; and then further rediscount still more, taking out the 
proceeds in the form of notes issued by the Federal Reserve 
Board. Unlimited credit expansion is here brought forward 
to secure the acceptance of a kind of banking institution the 
primary object of which must be to restrain credit excesses. 
This case is obviously extreme. Such influences certainly 
will not prevail in the management of the federal reserve 
banks, and in any event, banks will not be so foolish as to ac- 
cept such lavish accommodation, even if it were available. 
This idea, however, that the federal reserve banks will be 
able vastly to increase the supply of credit is very generally 
held and is in itself sufficient to show the vital need that the 
management shall be in conservative hands. 

Even in quarters where one might look for a clear insight 
into the fundamentals of credit and banking, a number of 
misconceptions are rife which if followed will inevitably in- 
volve the federal reserve banks in serious difficulties. That 
it is desirable that commercial paper should be made a more 
liquid asset than collateral loans is generally admitted. But 
it has been contended on all sides during the last few years 
that commercial paper was from its very nature liquid and 
further that credit could therefore safely be granted to an 
extent limited only by the amount of such commercial paper. 
Both of these contentions are hopelessly fallacious. No kind 
of loan is liquid to any considerable extent in an emergency. 
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You cannot suddenly deprive any kind of business of the 
amount of credit to which it has become adjusted. If the 
volume of business falls off, or if prices fall, the volume of 
loans can be easily reduced. It is indeed often said that 
loans based upon a commodity entering into general and 
necessary consumption can be quickly liquidated. This can 
be done as regards any particular loan, but supplies for the 
immediate and distant future must be in process of produc- 
tion and they will require a new batch of loans. If shoe 
factories shut down, of course no new loans are required, but 
the fundamental purpose of the bill before us is so to im- 
prove our banking machinery that this will not happen. Con- 
sequently, the volume of loans in that as well as in other 
lines of business will not be reduced except in consequence of 
lessened production due to other than credit influences. 

The view that credit can be safely granted to the full ex- 
tent of merchandise in process of distribution if not in process 
of manufacture is equally fallacious. Credit affects prices. 
Liberal discounts may cause speculative advances in com- 
modity prices, stimulating excessive purchases by wholesalers, 
jobbers and retailers as well as by speculative holders pure 
and simple. There is no mechanical or statistical test of 
the amount of credit which may be safely granted whether 
the loans are commercial or collateral. Over-expansion is 
possible in both instances. 

Again, it is argued by many that note issues if subject to re- 
gular redemption will automatically adjust themselves to 
business needs and be kept within entirely safe limits. Checks 
are certainly cleared with uniform regularity and yet on fre- 
quent occasions this has not prevented the over-expansion 
of deposit credit. Regular redemption or clearing does limit 
the process of expansion by a single bank. When all banks 
are expanding, however, such measures are absolutely inef- 
fective. Nothing but restraint in granting loans can by any 
possibility check the expansion of credit in periods of active 
business and general optimism. To determine when such 
restraint is necesary requires the highest judgment, especially 
in a country in which gold exports are not and do not seem 
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likely to become in the near future a sensitive barometer of 
the business and credit situation. 

This brings me to the last of the fallacies which seem to 
have become generally accepted in the course of the dis- 
cussion of the last few years. It is the idea that by means of 
a broad discount market we should be able to secure abundant 
foreign funds in periods of financial strain. In the case of a 
small country, this view is entirely sound. It has proved, 
for example, quite feasible in the case of Belgium, where the 
National Bank of Belgium relies almost exclusively upon its 
holdings of Paris and London bills to meet requirements for 
cash. The larger the country and the greater the magnitude 
of its credit structure, the less the reliance that can be placed 
upon this resource. We do not wish, I presume, to become 
a sort of appendage of European financial centers and it would 
not be possible in any case. This has been to some extent 
of late the situation of Berlin with reference to London 
and Paris, but it is not considered to be a situation advan- 
tageous to the Fatherland. For a year or more now, the policy 
of the Reichsbank has been directed toward securing a larger 
gold reserve, one result of which will be to place the German 
banking structure upon a more independent footing. When 
we have sufficient capital to finance our own trade, domestic 
and foreign, and some of the trade of other countries in addi- 
tion, then a considerable amount of foreign funds employed 
in our domestic short loan market will be entirely safe. This 
is the position of London, where a considerable amount of 
foreign funds are thus employed, but an amount which falls 
far short of the English capital employed in financing the 
trade of other nations. In any period of general liquidation, 
London can readily liquidate a sufficient amount of its funds 
thus employed to offset the withdrawal of foreign funds from 
the London market. Until we reach that enviable con- 
dition, we must maintain large gold reserves and should not 
rely upon the possibility of foreign borrowing as an 
important means of strengthening our financial machinery in 
emergencies. 
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